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Introduction
During the past decades, businessmen have
continually become more aware of the vital
importance of the forward-looking aspect of
their activities. They learned that almost all
of the decisions which they are called upon
to make must be considered in the light of
their effects upon future operations.
Because of this increased awareness, the
accounting profession was faced with the
necessity of modifying and refining its tools,
originally constructed only for periodical finan
cial reporting, to provide in addition, the in
formation management needs for day-to-day
decisions.
In the field of cost accounting, successful
attempts to overcome weaknesses in the con
ventional reporting methods were made by
developing attachments in form of supple
mentary reports, special analyses and break
even charts. In addition to this modifying and
refining of the conventional methods, a new
method has been developed, the direct cost
method, which is supposed to give without
the necessity of preparing additional time
consuming reports, more meaningful results
to management and those faced with day-today decisions on the basis of cost accounting
data.
The literature of the last 24 years is full
of attempts to appraise this new method in
regard to its merits or demerits. Some account
ants saw in it a new revolutionary discovery
which will have fundamental influence upon
the whole basis on which the conventional
accounting theories rest. Others considered it
such a regress1 that “the progress of the last
500 years will be gone by the boards” if it
became generally accepted.
Since this pro and con battle is still going
on, there is probably more to the whole con
troversial issue than appears on the surface.
This certainly would justify a reappraisal of
this unsettled issue in the light of today’s
knowledge of other recent developments.
It might well be, that now, where account
ing has been obviously caught in the rapid

changes of fundamental thinking, we might
evaluate earlier developments, such as direct
costing, with a broader understanding.

Orthodox Cost Methods v. Direct Costing
The basic underlying assumption of all socalled orthodox cost accounting methods
which are considered proper accounting pro
cedures,2 is to combine fixed and so-called
variable manufacturing overhead costs and to
relate the two groups3 of cost as a unit to the
prime costs which closely parallel their in
cidence. The allocation of these manufacturing
costs to the products produced in a certain
period is accomplished at an estimated rate
based on actual or predetermined volume. This
absorption procedure can result in over-orunder absorbing of manufacturing burden.
The reason for this over-or-under absorption
of manufacturing overhead lies in the fact that
the orthodox cost accounting methods estimate
in advance the total of manufacturing cost to
be incurred, as well as the quantity of product
which would bear such cost. If either actual
cost or production volume differs from the
estimates, supplementary analyses are required
in regard to the various components causing
the variances from the estimates.
The orthodox methods also disregard the
basic knowledge that certain of these man
ufacturing overhead costs will remain con
stant regardless of the quantity of product
produced, while others will fluctuate with the
level of output, just as would the prime costs.
These weaknesses of the orthodox methods
were overcome by creating such devices as
the flexible budget and the break-even charts
as means to facilitate management decisions
and cost control.
The direct cost approach attempts to avoid
all these supplementary reports and additional
devices, because its protagonists assume that
management becomes confused by the account
ing lingo4* explaining this cost-volume-profit
2 Committee on Accounting Procedure, Account
ing Research Bulletin #29, American Institute of
Accountants.
3 Robert Beyer, “Is Direct Costing the Answer?”
Journal of Accountancy, April 1955.
4 Oswald Neilsen, “Direct Costing—The Case For,”
Accounting Review, January 1954.

1 James Don Edwards, “This New Costing Concept
—Direct Costing?” Accounting Review, October
1958.
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(b) Cost of that labor against which units
of goods produced can be reported,
and
(c) Cost of direct production expenses
which vary directly or closely in pro
portion to production activity.
Direct costing results, therefore, in a segre
gation of those manufacturing costs which are
fixed and those which vary directly with vol
ume. Only the variable portion of manufactur
ing expenses is used together with the prime
cost to value inventory and cost of sales. The
fixed portion of manufacturing cost is applied
as period cost and is charged to profit and
loss.
The advocators of the direct cost approach
see this division of manufacturing costs ac
cording to their characteristics of movement
as a basic necessity for cost control and they
claim that the conventional practice of as
signing fixed overhead costs to products on
the basis of standard burden rates not only
fails to accomplish anything, but actually
confuses by obscuring the true nature of costs
and their behavior.
As proof of their opinion, the spokesman
for the direct cost approach always present
comparisons of Profit and Loss Statements
prepared under traditional and direct costing
methods.
In conventional profit and loss statements
during times of decrease or increase in pro
duction volume an under-or-over absorbed
overhead balance appears, which calls for
additional analysis; the nonconventional profit
and loss statements under the direct approach
show the figures free from such influences. A
comparison and understanding of the variances
in the results of several years is possible with
out any additional analysis and explanation.
This is the result of the exclusion of fixed
manufacturing overhead costs in valuing cost
of production and inventory. Inventories and
production are identified only with the con
trollable items which can be calculated in
advance by engineering methods to stand as
“bogies” to be attained.7
The direct cost approach supporters intend
to place manufacturing and merchandising
companies on a similar basis as far as “cost
of product” is concerned, because production
volume and/or sales volume, according to
their opinion, does not affect the “procure
ment” costs8 of either type of company. One,
so they argue, manufactures its product at
known direct costs; the other purchases its
merchandise at definite purchase prices. The
only difference is that manufacturing com
panies, when establishing their gross monthly

relationship. They see in the costly process of
overhead allocation a possibility of arbitrary
judgement subject to human error.
Under this direct cost approach, in addition
to direct labor and direct material (prime
costs), only those manufacturing costs are
identified with the product which are con
veniently traceable to them. All other items
of manufacturing costs are considered to be
overall costs of operation in the period of
occurrence and are charged to profit and loss
of the period.

The Direct Costing Philosophy
Is direct costing actually a modification of
traditional cost accounting methods, or does
it represent an altogether different costing
philosophy?
Direct costing is a certain type of emphasis
on the elements of costs of operating a busi
ness, an approach from the managerial view
point. Although the theories lying behind the
direct cost accounting approach embrace the
whole field of cost accounting, the most inter
esting and perhaps the most unorthodox
aspect thereof, is that which pertains to the
subject of accounting for overhead costs.
The basic difference in accounting for man
ufacturing expenses is their recognition accord
ing to their nature, their significance and
their behavior. The direct cost approach
distinguishes between costs of producing, the
costs of being ready to produce and those
capable of producing. Only costs which result
from current production are admitted by the
direct cost approach to be product costs.
Those which result from the long-term pre
serving and availability of productive poten
tial are said to be period costs.5
In describing this new viewpoint in regard
to manufacturing cost and the basic principles
of direct costing, J. H. Harris,0 the pioneer of
this new unorthodox method, expresses him
self as follows:
“The divorcement of indirect factory ex
penses which go on regardless of production
activity from standard manufacturing costs
results in a new conception of manufacturing
cost.”
The remaining standard costs of this type
consist of only three kinds of items, all of
which vary directly or approximately in pro
portion to units of goods products. These are:
(a) Cost of raw material and packages,
which go into the finished unit of
production
5 John A. Bekett, “An Appraisal of Direct Cost
ing,” NACA Bulletin, December 1951.
6 J. H. Harris, “What Did We Earn Last Month,”
NACA Bulletin, January 15, 1936.

7, 8 Op. cit.
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Discussion and Evaluation of the Assumptions
Underlying Direct Costing

margin or spread between direct costs and
selling price, has to provide for indirect factory
expenses (or in other words, the fixed portion
of manufacturing costs) as one of the costs of
doing business, along with administration,
warehousing and selling expenses.
The use of direct costs in the case of man
ufacturing companies naturally increases the
necessary spread between product cost and
selling price, or the gross profit. The cost of
individual product units in direct costing is
smaller because of the elimination of the
fixed element of manufacturing costs. When
the sales volume decreased and the volume
of production remains constant, this prevents
a capitalization of fixed overhead expenses
in finished goods. This fact is considered by
the direct cost advocators to be especially
advantageous in times when the saleability of
the finished goods is questionable, because
management becomes aware much sooner
that the company’s sales volume is no longer
able to absorb this fixed overhead and a
further investment in buildup of inventory
would be senseless.
Direct costing is considered, therefore, a
valuable safeguard against unhealthy and un
warranted capitalization of fixed manufacturing
costs in inventories during depression times.
The segregation of costs on profit and loss
statements according to their behavior au
tomatically calls for cost control, and the data
for the control and budgeting procedures are
more easily attainable. Thus, budgets of cost
expectancy can be set up for variable costs
on the basis of the amount of production that
is expected in a given period of time. Based
upon volume of production, the actual cost
can be contrasted with or compared with the
budgeted allowances at the volume of activity.
If, during that same period of time, fixed
costs are expected to be continuous and un
varying, the budget for those fixed costs also
could be set up and budgeted cost could be
compared with actual cost, either at the end of
that period, or within the period in order to
obtain effective cost control.
This type of segregation of costs also per
mits a quick computation of the break-even
point for the business activity.
Summarizing, it seems that direct costing
is not only a modification of the conventional
cost accounting theories, but also it is a differ
ent costing philosophy which through segre
gation of the costs according to their behavior
attempts to put emphasis on the aspect of
cost control rather than on the time-honored
principle of profit determination.

Let us now evaluate the assumptions behind
the direct costing philosophy previously dis
cussed, and point out their possible divergences
from sound accounting practice and the effects
they may have on cost and internal reporting
techniques as well as on financial statements.
The direct cost philosophy rests upon two
basic assumptions, both of which are open to
question,9 namely that fixed manufacturing
costs do not represent costs of production,
and that the fluctuations in burden absorption
are an impenetrable mystery to management.
The segregation of the manufacturing costs
into fixed and variable portions, doubtless
provides very useful fundamental information
for management about the cost structure with
which it is confronted, in terms of the behavior
of costs in the face of changes in volume or
plant activity. This information, however, is
also easily available on the basis of conven
tional methods, and can be made even more
fruitful for management’s purposes if it is
presented in the form of a supplementary
analysis.
The separation of the fixed portion of man
ufacturing expenses and the different kind of
accounting treatment under the direct cost
approach tends to mislead to the opinion that
the fixed portion actually represents a different
type of cost. It is a well known fact that this
is not true. There are many kinds of cost
where even for the layman a fixed and a
variable portion is easily recognizable, which
is overlooked under the direct costing approach
and there are many expenses where the de
cision as to which group they belong to is only
a matter of opinion or depends upon manage
ment’s policy and intention. Because of this
fact, a comparison of cost of goods sold and
inventories of different companies becomes
impossible. The opinions in regard to the
behavior of the costs may differ or the internal
situation may call for different classification.
Even the literature advocating direct costing
is full of different suggestions for classifications
and it seems that, as yet, no agreement exists
on this important point.
Furthermore, there seems to be no con
formity in regard to the degree of exclusive
ness of application. Some of its proponents,
and in this group belong nearly all of the
direct costing approach pioneers, regard it as
limited to the computation of product cost for
purposes of control and analysis and are
willing to have the income statement report
9 George Frank, “Will Direct Costing Theory Stand
Inspection,” NACA Bulletin V 34, December
1953, p. 490-499.
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the net income on the full cost basis. Others,
however, would not recognize as direct cost
ing any procedure which does not rigidly
exclude fixed costs throughout and does not
control the profit and loss statement.
It could also be mentioned that the term
‘‘direct costing” is not a completely satisfac
tory one because it does not reasonably des
cribe the underlying concept. According to
the term, a concept could be expected which
only regards direct or prime costs as product
costs and treats all overhead costs as expenses
when incurred, and not one which only ex
cludes the fixed portion of the manufacturing
cost for product cost determination.
The next basic assumption, used often as
primary justification for the necessity of the
direct costing concept, is that management
becomes confused by the accounting “lingo”
explaining the cost-volume-profit relationship.
However, direct costing does not provide
a solution either to the problem of fluctuating
unit costs, or for over-or-under absorbed bur
den balances. It only avoids them by not al
locating the fixed portion of overhead.
Since the recognition of the marginal costing
concept in the 30’s, especially since World War
II, considerable progress in development and
refinement of reporting methods (break-even
analysis, flexible budgeting, and variance anal
ysis) has been made, giving more assistance
to management in making its decisions. Con
siderable progress also can be listed in
management’s ability to understand that the
level of production has as much effect on
profits as the level of sales.
The analysis of the over-or-under applied
burden balances into seven possible variances
provides management with such valuable
and enlightening information that eliminating
the burden balances seems unjustified from
this viewpoint.
Another major argument in favor of direct
costing is the simplicity of the method and its
procedures. To simplify, however, does not
necessarily mean to improve. As already dis
cussed, direct costing over-simplifies concepts
and procedures at the expense of accuracy. It
seems very unlikely10 that the cost accounting
segment of the accounting profession would
desire to scuttle the results of progress in
refinement in the interest only of greater
simplicity.
The direct costing philosophy is also con
sidered in extreme divergence with generally
accepted basic accounting principles. One of
these is the belief, in matching costs and
revenues, all costs rank alike and are not

recovered from revenues in a preferential
order. Direct costing, however, excludes fixed
manufacturing costs from cost of goods sold
and they are recovered only from the gross
profit margin.
In regard to inventory valuation, the gen
erally accepted accounting principles consider
“as cost, as applied to inventories, the sum of
applicable expenditures and charges directly
or indirectly incurred in bringing an article
to its existing condition and location.”10A The
direct costing approach excludes in evaluating
inventories, those portions of manufacturing
cost which are not directly identifiable with
the product. This results in understating not
only the inventories, but also the profits.
Direct Costing, A Regress?

The previous investigation into the philos
ophy of direct costing disclosed that it
emphasizes cost control at the cost of the
time-honored principle of profit determination.
Cost control, however, is only one of the many
goals and tasks to be accomplished through
efficient methods. Emphasizing one task at
the cost of all other goals does not seem
justified. The investigation further showed
that many of the advantages claimed for this
costing approach are logically undefendable.
The real importance of this new costing
philosophy, seems to be that it is one of the
tools of a much broader new development,
namely of managerial accounting. This field
is still in its early stages of recognition and
development. This new branch of accounting
sees as its goal, to serve management by pro
viding and analyzing data in addition to that
which appears on the conventional statements.
By accomplishing this goal, management is
supplied with sound bases for its decisions11
as to what product to produce, what volume
to produce and what prices to place on the
output.
Since there is practically no accounting
literature available from this point of view,
accountants have relied on literature outside
of their field. They have borrowed interrelated
knowledge from the fields of economic theory
and industrial engineering. The economic
theory especially provides advanced knowledge
in analyzing the relationship between cost,
selling price and volume of output. Direct
costing is an attempt to apply such kind12 of
economic analyses to the accounting problem
of the proper treatment of period and product
(Continued on page 17)
10AOp. cit.
11, 12 Maurice Moonitz and Carl L. Nelson, Develop
ments in Accounting Theory, Accounting Review,
April 1960.

10 S. R. Hepworth, “Direct Costing, The Case
Against,” The Accounting Review, January 1954.
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(Continued from page 6)

necessitate heavy working capital to carry large
inventories and receivables; to indicate well
in advance when additional funds must be
secured through short-term borrowing; to serve
as a basis for obtaining the needed credit; to
assist in having funds available to take ad
vantage of favorable market conditions or cash
discounts; to spotlight the dates of maturing
obligations such as loan principal or interest
payments, taxes, capital additions, and divi
dend payments; to indicate funds available for
investment—the amount, time, and duration of
availability. The two prime characteristics of
cash requirements are the inflexibility of the
time element as regards disbursements and the
uncertainty of the receipts due to unexpected
variations in cash sales or collections. A margin
of safety is mandatory to protect against a
cash crisis. The degree to which the industry
is subject to wide fluctuations will determine
the margin of safety.
The estimated profit and loss statement is
prepared after the operating budgets have been
completed. Its purpose is twofold: to test the
adequacy of the planning as a whole, and to
reveal weaknesses in the individual budgets
not otherwise apparent. If the expected profit
based on the operating plan is unsatisfactory,
all or portions of the operating budget may
need to be revised. The ultimate goal of
budgeting is profit planning. Neglecting to
carry the program through to the final operat
ing statement could be a costly oversight. De
pending upon the nature of the business, the
estimated profit and loss statement may be
prepared for each major division, major prod
uct, or class of product.
As the estimated profit and loss statement
tests the results of planned operations, the
estimated balance sheet tests the financial
soundness of both the operating and capital
outlay budgets. Large profits resulting is an
unbalanced financial structure are no more de
sirable than losses. Statistical data is available
for various industries indicating sound operat
ing and financial ratios. Consequently, it is
most important that the estimated statements
include significant ratios.
The majority of the budgets discussed in
clude the same information now provided in
accounting schedules and statements. The dif
ference is in purpose: accounting records the
results of operations for a specific period;
budgeting predicts results for the future period.

costs. That direct costing, as of today, has not
yet been able to provide the multiple purpose
tool for cost control and profit reporting as
intended, seems of secondary importance in
the light of the new overall development. Its
primary importance lies in the fact that it
focuses attention entirely on the distinction
between variable and fixed cost, and it recog
nizes that costs are not simply a function of
either production or sales, but a combination
of both.

Alone, this attempt of emphasizing this
important interrelationship qualifies Direct
Costing as a worthwhile contribution within
the frame of dynamic accounting (which is
a steady flow of attempts to develop new
concepts, assumptions and methods in order
to increase accounting and reporting effici
ency) .

Direct costing also confirms the writer’s
belief that despite the fact that a new idea or
suggestion is actually found unacceptable, its
advancing is, in itself, a vital step forward
in the direction of truth and perfection. Almost
every new idea results out of a desire to over
come weaknesses in conventional tools and
theories, and their insufficiencies in copying
with the rapidly developing and changing
conditions of the economy of our days. Direct
Costing has at least forced the cost account
ing segment of the accounting profession to
thoroughly re-evaluate the conventional meth
ods used in relationship to present usefulness
and soundness: It also has convinced the pro
fession that accounting as of today needs mul
tiple purpose tools, capable of dealing with
profit reporting as well as with cost and output
control in an efficient and stimulating way.
Whether the present conventional methods
assisted by supplementary devices will be
adequate in the future, or whether true mul
tiple purpose tools will be developed to
replace them is still an undecided issue.
Seen in the light of all those vital changes
in the scope of accounting, Direct Costing
seems certainly not a regress, but an organic
part of a great new movement of broadened
accounting thinking and application. We, as
members of this dynamic profession, are better
aware of these revolutionary movements and
try to understand them, so that we, as author
ities like Prof. Moonitz and Prof. Nelson put
it,13 at least react rationally to the issues that
confront us, and are not torn asunder by the
demands of expediency or rendered impotent
by our own ignorance.

This is the first of a series of three articles
based on papers presented at the joint annual
meeting of the American Woman’s Society of Cer
tified Public Accountants and the American Society
of Women Accountants, held in Philadelphia, Pa.
September 1960.

13Op. Cit.
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